ST 99-0429-G L 12/30/1999 COVWUTER SOFTWARE

CGenerally, sales of “canned” conputer software are taxable retail sales in
IIlinois. See 86 Ill. Adm Code 130.1935. (This is a GLl).

December 30, 1999

Dear XXXxX:

This letter is in response to your l|letter received Novenber 3, 1999. The
nature of your letter and the information you have provided require that we
respond with a General Information Letter, which is designed to provide general
information, is not a statenment of Departnent policy and is not binding on the
Departnent. See 2 I1l. Adm Code 1200.120(b) and (c), encl osed.

In your letter, you have stated and nmade inquiry as follows:

W are in the process of updating our Milti-state Sales & Use Tax
Manual for a software nmanufacturing client. Therefore, we are
requesting your assistance in preparing this nmanual. Attached are
charts stating taxability positions in relation to our client’s
busi ness. Pl ease verify your state’'s position concerning the various
products and services provided by this taxpayer. If the taxability
position is incorrect or questionable, please provide any support or
docunentation to the contrary.

If you have any questions, please contact ne at ####. The manual is a
val uabl e and useful reference guide and your contribution is greatly
appr eci at ed.

The Retailers' QOccupation Tax Act inposes a tax upon persons engaged in the
business of selling at retail tangible personal property. 35 ILCS 120/2 (1998
State Bar Edition). The Use Tax Act inposes a tax upon the privilege of using in

this State tangi ble personal property purchased at retail from a retailer. 35
ILCS 105/3 (1998 State Bar Edition). Sal es of conputer hardware are sales of
tangi bl e personal property that are subject to tax in Illinois.

CGenerally, sales of “canned” conputer software are taxable retail sales in
IIlinois. See the enclosed copy of 86 Ill. Adm Code 130.1935. However, if the
computer software consists of custom conputer progranms, then the sales of such
software may not be taxable retail sales. See Section 130.1935(c).

Custom conputer prograns or software are prepared to the special order of
the custoner. The selection of pre-witten or canned prograns assenbled by
vendors into software packages does not constitute custom software unless rea
and substantial changes are nade to the prograns or «creation of program
interfacing logic. See Section 130.1935(c)(3).
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If transactions for the licensing of conputer software neet all of the
criteria provided in Section 130.1935(a)(1), neither the transfer of the software
or the subsequent software updates will be subject to Retailers’ Cccupation Tax.

A license of software is not a taxable retail sale if:

A) It is evidenced by a witten agreenent signed by the |icensor and the
cust omer;

B) It restricts the custonmer’s duplication and use of the software;

(@) It prohibits the customer fromlicensing, sublicensing or transferring

the software to a third party (except to a related party);

D) The vendor will provide another copy at mnimal or no charge if the
custoner | oses or damages the software; and

E) The custoner nust destroy or return all copies of the software to the
vendor at the end of the license period.

As stated above, |icenses of conputer software are not taxable if they neet
all of the criteria listed in Section 130.1935(a)(1). However, item (D) of that
part requires the license to contain a provision requiring the vendor to provide
another copy at mnimal or no charge if the custoner |oses or damages the
software. The Departnent has deenmed software |icense agreenents to have net this
criteria if the agreements do not contain a provision about the |oss or damage of
the software, but the vendors’ records reflect that they have a policy of
providing copies of software at mnimal or no cost if the customers |ose or
destroy the software.

Item (E) of this part also requires a license to require a custoner to
destroy or return all copies of the software to the vendor at the end of the
| i cense period. The Departnent has al so deened perpetual |icense agreenents to
qualify for this criteria even though no provision is included in the agreenents
that requires the return or the destruction of the software.

If your software license agreenent neets all of these criteria, then neither
the transfer of the software or the subsequent software updates wll be subject
to Retailers’ Cccupation Tax.

In general, maintenance agreenents that cover conputer software and hardware
are treated the sane as nmaintenance agreenments for other types of tangible

personal property. The taxability of maintenance agreenments is dependent upon
whet her the charge for the agreenent is included in the selling price of tangible
personal property. |If the charge for a mmintenance agreenent is included in the

selling price of tangible personal property, that charge is part of the gross
receipts of the retail transaction and is subject to Retailers' Occupation Tax
liability. No tax is incurred on the rmaintenance services or parts when the
repair or servicing is conpl eted.

If maintenance agreenents are sold separately from tangible persona
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property, the sale of the agreenment is not a taxable transaction. However, when
mai nt enance services or parts are provided under the maintenance agreenent, the
company providing the maintenance or repair will be acting as a service provider
under the Service QOccupation Tax Act. The Service Cccupation Tax Act provides
that when a service provider enters into an agreenent to provide nmaintenance
services for a particular piece of equipnent for a stated period of tinme at a
predeterm ned fee, the service provider incurs Use Tax based upon its cost price
of tangible personal property transferred to the custoner incident to the
conpletion of the nmaintenance service. See 86 Ill. Adm Code 140.301(b)(3),
encl osed.

If repairs are nmade which are not covered by or are outside of the terns and
conditions of a maintenance agreenment, repairnmen meking such repairs would
general ly be considered servicenen and the transfer of tangi ble personal property
incident to the sale of service would be governed by the Service Cccupation Tax
Act .

Under the Service Occupation Tax Act, servicenen are taxed on tangible

personal property transferred incident to sales of service. For your genera
information we are enclosing a copy of 86 Ill. Adm Code 140.101 regarding sal es
of service and Service GCccupation Tax. The purchase of tangible personal

property that is transferred to service custoners may result in either Service
Cccupation Tax liability or Use Tax liability for the servicenen, depending upon

whi ch tax base the servicenmen choose to calculate their liability. Servi cenen
may calculate their tax base in one of four ways: (1) separately stated selling
price; (2) 50% of the entire bill; (3) Service Occupation Tax on cost price if

they are registered de mnims servicenen; or, (4) Use Tax on cost price if the
servicenen are de mnims and are not otherwise required to be registered under
the Retailers' COccupation Tax Act.

Charges for updates of canned software are fully taxable pursuant to Section
130. 1935. If the updates qualify as custom software under Section 130.1935(c),
they may not be taxable. But, if rmaintenance agreenents provide for updates of
canned software, and the charges for those updates are not separately stated and
taxed, then the whol e agreenment woul d be taxable as sal es of canned software.

Assumi ng that the services provided, such as installation, phone support,
training, and semnars, do not require the transfer of tangible personal property
to the recipients of those services, charges for such services are exenpt if they

are separately stated from the selling price of canned software. See Section
130. 1935(Db) . If travel expenses are separately stated fromthe selling price of
canned software and no tangible personal property is transferred, the travel
expenses would not be subject to tax. If conputer software training or other

support services are provided in conjunction with a sale of custom conputer
software or a license of conputer software, the charges for that training are not
subject to tax. If, however, tangible personal property were transferred
incident to a sale of service, the taxation of the travel, installation, phone
support and training expenses would depend upon which nethod the servicenman
chooses as a basis for paying Service Cccupation Tax.
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The Tel ecommuni cations Excise Tax is inmposed upon the act or privilege of

originating or receiving intrastate or interstate telecomunications in Illinois
at the rate of 7% of the gross charges for such tel econmunications purchased at
retail fromretailers. See 86 Ill. Adm Code 495, encl osed.

Pursuant to Section 495.100(a), "gross charge" mnmeans the anount paid for the
act or privilege of originating or receiving tel ecommunications in this State and
for all services and equi pnent provided in connection therewith by a retailer,
valued in noney, whether paid in noney or otherwise, including cash credits,
services and property of every kind or nature, and shall be determ ned w thout
any deduction on account of the cost of such telecommunications, the cost of
mat eri al used, |abor or service cost or any other expense what soever.

In regards to nonthly service charges, please note that the term "gross
charges" is defined at 35 ILCS 630/2(a), and includes the anmount paid for the act

or privilege of originating or receiving telecomunication in Illinois and for
all services and equi pnment provided in connection therewith by a retailer. See
the enclosed copy of 86 Ill. Adm Code 495.100. Access charges and nonthly

service fees are generally fully included in gross charges subject to the
Tel ecommuni cati ons Excise Tax. They are not subject to the Retailers' Cccupation
Tax. That tax, as you know, applies only to the sale of tangible personal
property at retail

"Tel ecommuni cati ons” does not include "charges for the storage of data or
information for subsequent retrieval or the processing of data or information
intended to change its form or content"” or "value-added services in which
computer processing applications are used to act on the form content, code and
protocol of the information for purposes other than transmssion." See 35 |ILCS
630/ 2(a) and 2(c). General ly, persons that provide subscribers access to the
Internet and who do not, as part of that service, charge custonmers for the line
or other transm ssion charges which are used to obtain access to the Internet,
are not considered to be telecomunications retailers. See 86 IIl. Adm Code
495.100(d).

It is our general understanding that nost |Internet access providers do not,
as part of their billing, charge custoners for such line charges, but instead,
pay to their telecomrunications providers all transm ssion costs that they incur
in providing the service. Cenerally, the custoners pay to their providers all
transm ssion costs that they incur while using the service. The single nonthly
fee charged by such retailers, which often represents a flat charge for a package
of items such as Internet access and E-mail would generally not be subject to the
Tel ecomuni cati ons Exci se Tax.

However, please note that persons providing customers with the |Internet
access described above, but who al so provide custoners the use of 1-800 service,
and separately assess custoners with per mnute charges for the use of such 1-800
nunmbers, are considered to be tel ecommunications retailers. Such retailers wll
i ncur Tel ecommuni cati ons Exci se Tax on charges nade for such 1-800 services. | f,
however, such Internet service providers do not separately assess custoners with
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per mnute charges, but pay their own providers for all transm ssion costs for
the 1-800 service, they are not considered to be tel ecommunications retailers.

If Internet access service providers provide both transm ssion and data
processing services, the charges for each nust be disaggregated and separately
identified. See 86 IIl. Adm Code 495.100(c), enclosed. The statute does not
requi re disaggregation on the custoners' invoice, however. Therefore, it is the
Departnent's position that so long as the non-tel ecomunications charges are
di saggregated from the telecomunications charges in the retailers' books and
records, for audit purposes, such disaggregation need not be shown on the

custoners' invoice. If the non-tel ecommuni cati ons charges are not di saggregated
from the telecommunications charges, the full amunt wll be subject to
Tel ecommuni cati ons Excise Tax. If none of the charges billed were for

t el ecommuni cati ons, then none of the charges would be subject to tax.

Cenerally, persons who charge subscribers for access to a specific Internet
web site and who do not, as part of that service, charge for the line or other
transm ssion charges that are used to obtain access to the Internet or that
specific Internet web site are not considered to be telecommunications retailers
from these activities. See 86 IIl. Adm Code 495. 100. However, if charges for
tel ecommuni cati ons are included, the access charges need to be disaggregated from
the tel ecommunications in the retailer’s books and records. The retailer should
then remt Telecomunications Excise Tax based upon the gross charges for the
t el ecommuni cations he sells. If the access charges are not disaggregated from
t he tel ecomuni cati ons charges, Telecomunications Excise Tax is incurred on the
entire anount.

Effective January 1, 1998, the Tel ecommunications Minicipal Infrastructure
Mai nt enance Fee Act (Act) (35 ILCS 635/1 et seq.) provides for the inposition of
vari ous fees upon tel ecommuni cations retailers.

Section 15 of the Act inposes a State infrastructure maintenance fee upon
tel ecommuni cations retailers, as that termis defined in 35 ILCS 635/10, "equal
to 0.5% of all gross charges charged by the telecomunications retailer to
service addresses in this State for telecommunications, other than wreless
tel ecormuni cations, originating or received in this State."” (35 ILCS 635/15(b).)
Section 15 also provides for an optional infrastructure maintenance fee which
tel ecommuni cations retailers may pay "with respect to the gross charges charged
by the telecommnications retailer to service addresses in a particular
municipality for telecomunications, other than wreless telecomunications,
originating or received in the municipality...." (35 ILCS 635/15(c).) These fees
are collected, enforced and adm nistered by the Illinois Departnment of Revenue.
(35 ILCS 635/ 25(b))

Section 20 of the Act provides that nunicipalities may inpose a nunicipal
infrastructure maintenance fee upon teleconmunications retailers. This fee is
based upon gross charges charged by the telecomunications retailers to service
addresses in the municipality for telecomunications originating or received in
the nunicipality. This fee is collected, enforced, and adnm nistered by the
muni ci pality inposing the fee. (35 ILCS 635/25(c).)
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Illinois municipalities are also authorized to inpose a nunicipal
tel ecommuni cations tax. (See 65 ILCS 5/8-11-17.) The tax is inposed on the act
or privilege of originating in such nunicipality or receiving 1in such
municipality intrastate or interstate telecommunications by a person at a rate
not to exceed 5% of the gross charges for such tel ecomrunications purchased at
retail by such person. (See 65 1LCS 5/8-11-17(a)(1) and 65 ILCS 5/8-11-
17(a)(2).) This tax may only be inposed if the municipality does not have in
effect an occupation tax inposed on persons engaged in the business of
transmtting nessages by neans of electricity as authorized by Section 8-11-2 (65

ILCS 5/8-11-2) of the Illinois Minicipal Code. The nmunicipality inposing the tax
provides for its admnistration and enforcenent, not the Illinois Departnment of
Revenue. Therefore, questions regarding this tax should be addressed to the

i ndi vidual nunicipalities inposing it. There is no equivalent statute for county
gover nment s.

In addition, the Enmergency Telephone System Act provides that "[t]he
corporate authorities of any municipality or any county nay, subject to the
limtations of subsections (c), (d), and (h), and in addition to any tax |evied
pursuant to Section 8-11-2 of the Illinois Minicipal Code, inpose a nonthly
sur char ge on billed subscri bers of net wor k connecti on provi ded by
tel ecommuni cation carriers engaged in the business of transmtting nessages by
means of electricity originating within the corporate limts of the nunicipality
or county inposing the surcharge at a rate per network connection determned in
accordance wth subsection (c)." (See 50 ILCS 750/15.3(a) and (c).) "The
surcharge authorized by this Section shall be collected from the subscriber by
the tel econmuni cations carrier providing the subscriber the network connection as
a separately stated itemon the subscriber's bill." (50 ILCS 750/15.3(f).) This
surcharge is paid to the nunicipality, county or Joint Emergency Tel ephone System
Boar d. (See 50 ILCS 750/15.3(g).) Questions regarding the surcharge should be
addressed to the nmunicipality or county inposing it.

As a technical proposition, handling charges represent a retailer’s cost of
doi ng busi ness, and are consequently always included in gross charges subject to
t ax. See, 86 Ill. Adm Code 130. 410. However, such charges are often stated in
combi nation with shipping charges. In this case, charges designated as “shi pping
and handling,” as well as delivery or transportation charges in general, are not
taxable if it can be shown that they are both separately contracted for and that

such charges are actually reflective of the costs of shipping. To the extent
t hat shi pping and handl i ng charges exceed the costs of shipping, the charges are
subj ect to tax. As indicated above, charges ternmed “delivery” or

“transportation” charges follow the sanme principle.

The best evidence that shipping and handling or delivery charges have been
contracted for separately by purchasers and retailers are separate contracts for
shi pping and handling or delivery. However, docunentation that denonstrates that
purchasers had the option of taking delivery of the property, at the sellers’
| ocation for the agreed purchase price, plus an ascertained or ascertainable
delivery charge, wll suffice. If retailers charge custoners shipping and
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handling or delivery charges that exceed the retailers’ cost of providing the
transportation or delivery, the excess amount is subject to tax.

Mai | order delivery charges are deenmed to be agreed upon separately fromthe
selling price of the tangible personal property being sold so long as the nai
order form requires a separate charge for delivery and so long as the charges
designated as transportation or delivery or shipping and handling are actually
reflective of the costs of such shipping, transportation or delivery. See
subsection (d) of Section 130.415. If the retailer charges a custoner shipping
and handling or delivery charges that exceed the retailer’s cost of providing the
transportation or delivery, the excess amount is subject to tax.

I hope this information is helpful. The Department of Revenue maintains a
Web site, which can be accessed at www. revenue.state.il . us. If you have further
guestions related to the Illinois sales tax |aws, please contact the Departnent's

Taxpayer Information Division at (217) 782-3336.

If you are not under audit and you wish to obtain a binding Private Letter
Rul i ng regardi ng your factual situation, please submt all of the information set
out initens 1 through 8 of the enclosed copy of Section 1200.110(b).

Very truly yours,

Mel anie A. Jarvis
Associ at e Counsel

MAJ: msk
Enc.



